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Preface 

On September 26 and 27,2002, the 21St Annual SEC Government-Business 
Forum on Small Business Capital Formation met in Arlington, Virginia. The 
recommendations from the 21'' Annual Forum follow. We believe that these 
recommendations contain many worthwhile proposals. The Fonun participants gave 
careful consideration to a wide range of issues. 

One purpose of the Forum is to give the capital-raising needs of small business 
greater attention, with the hope that these needs may be accommodated, consistent with 
investor protection. 

We thank all who made presentations at the Forum and all other Forum 
participants for their efforts, and are pleased to present this report. 
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' On both days of the Forum, participants most interested in tax policy matters met in several separate 
sessions headed by Russell Orban, Assistant Chief Counsel, Office of Advocacy, US. Small Business 
Administration. Their program also included meetings with Congressional staff members specidizing in 
taxation issues. Participants most interested in securities law matters were divided into three separate 
break-out groups which also met throughout both days of the Forum following the panel presentations. 
These tax and securities sessions produced and endorsed the recommendations contained in the following 
section of this report. 
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Introduction 

As mandated by the Small Business Investment Incentive Act of 1980, the U S .  
Securities and Exchange Commission hosts an annual forum that focuses on the capital 
formation concerns of small business. Called the “’SEC Government-Business Forum on 
Small Business Capital Formation,” this gathering has assembled for 2 1 years. A major 
purpose of the Forum is to provide a platform for small business to highlight perceived 
unnecessary impediments to the capital-raising process. Previous Forums have 
developed numerous recommendations seeking legislative and regulatory changes in the 
areas of taxation, securities and financial services regulation and state and federal 
assistance. Participants in the Forum typically have included small business owners, 
venture capitalists, government officials , trade association representatives, academics and 
small business advocates. In recent years, the format of the Forum typically has 
emphasized small interactive breakout groups developing recommendations for 
governmental action. Like last year, this year’s Forum was held at the Key Bridge 
Marriott Hotel in Arlington, Virginia. The dates of this year’s Forum were September 26 
and 27,2002. 

The Forum is governed by an Executive Committee comprised of senior 
government officials and representatives of small business who have a strong interest and 
expertise with the issues and capital-raising problems of small business. The Executive 
Committee organizes and plans the Forum. 

The Executive Committee had determined that the focus of this year’s Forum 
would be the same as last year’s, the areas of taxation and securities regulation. The 
format of the Forum included panel discussions, luncheon presentations, consultations 
with Congressional staff and interactive break-out groups. 

On the first day of the Forum, the Honorable Roe1 C. Campos, Commissioner, 
U.S. Securities and Exchange Commission, offered welcoming remarks. Private sector 
representatives then led a panel discussion on the topic of finders and small broker-dealer 
registration issues under the Securities Exchange Act of 1934. This panel was followed 
by a panel of staff members from the SEC’s Division of Market Regulation on the same 
topic, as well as on other issues of concern to the Division of Market Regulation. The 
Market Regulation panel was followed by a question and answer session. Dean 
Shahinian, Counsel to the U.S. Senate Committee on Banking, Housing and Urban 
Affairs, gave a luncheon address on the legislative history of the recently adopted 
Sarbanes-Oxley Act of 2002. His address was followed by a presentation by former SEC 
Chief Economist Susan Woodward, the founder and chairman of Sand Hill Econometrics. 
Ms. Woodward briefed the assembled group on her firm’s “venture capital index,” 
referred to as the “Sand Hill Index,” which provides a tool for measuring venture capital 
risk and return. Two afternoon discussion panels followed lunch on the first day. The 
first panel covered executive compensation issues and included speakers from both the 
private sector and the SEC’s Division of Corporation Finance. The second panel was led 
by Alan Beller, Director of the SEC’s Division of Corporation Finance, and included 
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other senior staff members of the Division. Break-out sessions for the Forum participants 
were held throughout both days of the Forum. 

On the second day, Thomas Sullivan, Chief Counsel for Advocacy? Office of 
Advocacy of the U. S. Small Business Administration, offered welcoming remarks. He 
was followed by Gregory Dean, Banking Counsel to the U.S. Senate Committee on Small 
Business and Entrepreneurship, who also provided welcoming remarks. Staff members 
from the SEC's Division of Investment Management then held a panel discussion on 
issues within the expertise of their Division. The luncheon address was offered by 
Jonathan Silver, Managing Partner of Core Capital Partners, who addressed the current 
economic picture for venture capital. Following lunch, the Forum participants gathered 
to consider the recommendations developed in the two days of break-out discussions. 

On both days, participants most interested in tax policy matters met in several 
separate sessions. Their program also included meetings with Congressional staff 
members specializing in taxation issues. 

The breakout sessions produced and endorsed the recommendations contained in 
the following section of this report. 

While the SEC hosts this annua1 convocation of small business friends and 
advocates, and is pleased to do so, the SEC in no way seeks to endorse or edit any of the 
Forum's recommendations. While a number of these matters are of substantial interest to 
the SEC as an institution, it takes no position on any of the recommendations. The 
recommendations are solely the responsibility of the Forum participants from the private 
sector. 
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SEC Government-Business Forum on Small Business 
Capital Formation Recommendations 

TAXATION RECOMMENDATIONS 

INCREASE THE AVAILABILITY OF SECTION 1202 QUALIFIED SMALL 
BUSINESS STOCK 

The 1993 tax law changes in Sections 1202 and 1045 of the Internal Revenue 
Code, which were designed to attract capital to small businesses, were a small first step in 
“leveling the access to capital playing field.” They are meaningless, however, without 
critical changes. Under current law, the benefit of Section 1202 is negated by the 
operation of the Alternative Minimum Tax (AMT). Gains from “patient” investments of 
five years in qualifying small businesses are taxed at an effective rate of 19% when the 
AMT is applied, while gains from investment of one year in blue-chip big businesses are 
taxed at 20%. 

Recommended changes in order of importance are: 

Section 1202 gain should be exempted from AMT. Under the current AMT 
structure, almost all of the tax incentives created by IRC Section 1202 are taken 
away by the AMT; 

the tax rate on capital gains for Qualified Small Business Stock should be set at 
50% of the rate on long-term gains. (For example, the current long-term capital 
gains rate is 20%; therefore, qualifjing Section 1202 stock would be taxed at an 
effective rate of 1 O%.); 

Sections 1202 and 1045 should be available for investors in “Subchapter S 
Corporations” and other forms of legal entities, such as limited liability 
corporations and limited liability partnerships, where the subject entities meet all 
other requirements of Section 1202; 

expenditures that qualify under the working capital rules listed in Section 1202 
should be based on sound business judgment and not an arbitrary two-year limit; 

Section 1045 should be amended so that investors in qualifying small businesses 
would have 180 days to “roll over” investments into other qualifying businesses 
rather than the current 60 days; and 

the maximum capitalization level should be raised for qualification under Section 
1202 from $50 million to $100 million. 
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BRIDGE ACT - PROPOSED FINANCING FOR FAST GROWTH SMALL 
COMPANIES 

The Forum recommends that Congress carehlly review and adopt the so called 
“Bridge Act” (H.R. 3062, 1 07th Congress). This proposal provides a new source for 
financing during the crucial high-growth period of new companies by allowing qualifying 
companies to retain a portion of their tax obligation (up to $250,000) to be paid back with 
interest over four years. The companies are selected based on a two-year history of 10% 
growth or more, Through an investment in the future of small businesses, this tax 
incentive program is also expected to pay for itself by generating a modest amount of 
program income over ten years. 

STANDARD DEDUCTION FOR BUSINESS RETURN FILERS 

It has long been possible for individuals to elect a fixed amount “standard 
deduction” regardless of the size and complexity of their tax returns. This simplification 
policy recognizes that practically all taxpayers have deductions they could itemize but 
some prefer to use a single, modest deduction amount instead to avoid the complexity, 
burden, and exposure of itemizing each deduction. 

The IRS and others have studied the possibility of creating a business standard 
deduction. The studies already have determined that the implementation of such a 
provision, if properly constructed, would not unduly reduce revenue, and would 
substantially reduce the burden to the government and the taxpayer of both record 
keeping and paperwork retention. Also, the policy would encourage very small new 
businesses to come forward and enter the tax rolls because of the non-threatening, 
simplified process. The Forum believes that the IRS has the authority to create a business 
standard deduction but that legislation would facilitate its implementation. 

We urge the IRS and the Congress to work together to implement a standard 
deduction of a fixed dollar amount for all business filers to be deductible in a set amount 
or a variable amount based on the income from the business, whichever is lower. 

SELF-EMPLOYED HEALTH CARE DEDUCTION TAKEN FROM ENTITY 
INCOME 

In 2003 self-employed individuals will finally achieve 1 00% deductibility of 
health insurance costs for federal tax purposes. As a matter of taxpayer equity, the cost of 
health insurance for all participants should be deductible from the entity, (i. e. ,  
corporations (C & S), partnerships, and sole proprietorships) so as to derive net income. 
This will provide equitable treatment among the different forms of business entities. Thus 
all business owners are treated identically and the small business owners retain more 
capital. 
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CREATE A UNIFORM NEXUS STANDARD FOR INCOME TAX REPORTING 
TO STATES. 

The emergence of e-commerce has made new markets more accessible to small 
business. The benefit of these new markets is often offset by myriad state nexus 
standards. These standards are being developed by various state initiatives, which have 
contradictory definitions and tax concepts. The compliance costs of these standards often 
eliminate profits. Small businesses are forced to stop sales or litigate their positions. 
Small business sales may be too small in a particular state to justify the cost of litigation. 
Thus, complying and paying the state income tax will be the easiest way to proceed. 
Otherwise, costly litigation or uncertainty can accompany the small business as it 
implements its plans. 

Small business needs the Federal Government to guide the states in establishing 
uniform income nexus laws and “safe harbors.” Therefore, it is recommended that the 
Federal Government, through Treasury Department regulations or recommended 
legislation, set standards establishing a uniform fair and consistent taxation scheme. 

LEASEHOLD IMPROVEMENTS 

Change present law governing the amortization of leasehold improvements over a 
39-year life to a 10-year life. The 39-year amortization does not follow the pattern of 
most leases written today and most often creates large abandonment losses at the time a 
rental space is vacated and thus causes distortion in business decisions. Most small 
business leases are currently prepared with 5 to 10 years of duration. This change would 
bring the tax laws more in line with current business practices. 

DISCLOSURE AND TRANSPARENCY OF ESTIMATIONS AND VALUATIONS 

Congress enacts tax laws based on cost estimates provided by the Joint 
Committee on Taxation that can have a dramatic impact on small businesses’ ability to 
attract or presel-ve business capital. In addition, the President and the Executive Branch 
propose new tax changes based on estimates fiom the Office of Tax Policy of the U .S. 
Department of Treasury that also can help or hurt capital access dramatically. 

In order to assess the accuracy of these important estimates, and so that the 
Congress and the small business community can be fully informed of the basis for 
legislation, the assumptions and methodology of the estimates should be fully disclosed 
and available to the public prior to congressional action on the underlying proposal. 
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BRING THE CONTRIBUTION LIMITS FOR SIMPLE PENSION PLANS TO 
PARITY WITH SECTION 401(K) PLAN LIMITS 

Simple pension plans have successfully increased retirement coverage for many 
small businesses’ employees. The simplicity of forming the plans has allowed small 
business employers to offer increased retirement planning options to their employees. 
These employees may currently save for their retirement, but then do not have the ability 
under present inequitable law to save at the same level as participants in Section 40 1 (k) 
plans that are generally offered by for larger businesses. 

Simple pension plans may take the form of a Simple IRA plan or a Simple 401(k) 
plan. Elective deferrals for 2002 are limited to $7,000 for both styles of Simple plans. 
Participants in non-Simple 40 1 (k) plans may make elective deferrals of $1 1,000. This 
differential puts small businesses at a competitive disadvantage in attracting employees 
who wish to maximize their tax deferred retirement contributions. The compensation and 
administration costs of having a non-Simple 401(k) plan are prohibitive to many small 
employers. Simple plan participants should be able to defer mounts similar to non- 
Simple 401 (k) participants. 

CHANGE THE DUE DATE FOR IRA CONTRIBUTIONS TO INCLUDE 
APRIL 15th EXTENSIONS 

Under current law, all IRA contributions that are to be deducted from any year’s 
income are due by April 15th of the following year. As a matter of equity with other 
retirement vehicles, the due date for the contribution should be the same as the tax-filing 
date including extensions. Many times the sole proprietor does not have the cash to pay 
the balance due, pay the first quarter’s estimated tax payment, and fund an IRA all at the 
same time. Since retirement saving is a priority recognized by the Federal Government, 
the IRA contribution deadline should be extended. This will help business owners 
balance their short-term capital needs. 

PERMANENT REPEAL OR IMMEDIATE RELIEF FROM ESTATE TAX 

Congress has recognized the abject unfairness of the estate tax. Unfortunately, 
the failure to repeal permanently this “death tax” has created uncertainty in the business 
continuation plans of millions of small business owners. It is therefore urged that a 
permanent repeal of the estate tax be enacted. 

Alternatively, recognizing that permanent repeal has been difficult to achieve, the 
credit from imposition of estate tax should be raised and made equivalent to $5 million 
and should be indexed for inflation. Such policies would preserve capital so that inter- 
generational businesses could continue. In the short term, this will also reduce the cost 
and mount of estate planning. 
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INTERNAL REVENUE CODE - UNEQUAL TREATMENT BETWEN 
LARGE AND SMALL FIRMS 

Recent reports focusing on the fairness of the tax system have analyzed various 
sections of the Internal Revenue Code as providing more favorable tax treatment for large 
businesses. The study was done by the Prosperity Institute for the National Small 
Business United organization, and it catalogues the unequal treatment of small business 
in major tax incentive programs. Congress should use this important document as a 
guide to legislate tax parity in the tax code between small businesses and large 
businesses. 

LLCs SHOULD BE ABLE TO CREATE ESOPs WITH AN ERISA 
MODIFICATION 

Employee stock ownership plans (ESOPs) are a benefit to small business and a 
source of capital. Many small businesses are either converting to or forming limited 
liability companies (LLCs). These companies cannot avail themselves of the ESOP 
benefits because LLCs ownership interests are issued in the form of units and not capital 
stock of a corporation. To remedy this inequity, we believe that the ESOP definition 
contained in the ERISA law should be expanded to include LLC units as if they were 
corporate stock. This gives businesses another avenue for raising capital within their 
preferred business structure. 

TAXING SHORT-TERiM VERSUS LONG-TERM GAINS 

Stock market volatility has wreaked havoc in our financial markets. It has 
negatively impacted the investing public, employee retirement plans, and corporate 
management decision making. Too much of the daily stock market trading volume is 
controlled by institutional investors who focus on market speculation. These institutional 
investors generally experience no tax consequences resulting from their activities, and 
their short-term trading activities contribute very little to healthy economic productivity. 
Accordingly, the Forum recommends that the short-term trading profits of all entities, 
including individuals, corporations, tax-exempt and tax-deferred entities, be taxed at 
ordinary income tax rates. Taxes could be assessed at the entity level. We believe that 
such a provision would reduce the stock market volatility and raise additional revenues 
for the U.S. Treasury. 

SMALL BUSINESS EXLUSION FROM THE LIMITATIONS UNDER 
INTERNAL REVENUE CODE SECTION 274 

Small business capital is generated from revenue increases and expense 
reductions as well as direct capital raising. Also, access to the providers of capital is often 
described as, one-on-one or person-to-person, rather than through the mass media. 

Marketing and advertising expenses for small businesses are proportionately less 
than big business direct marketing, advertising, and capital raising expenses in part 
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because small businesses use business meals and entertainment in place of more costly 
marketing and advertising. Therefore, in concurrence with the recommendations of the 
White House Conference on Small Business, we recommend that a full exclusion for 
business meals and entertainment be allowed for all small businesses under IRC Section 
274. 

REVISE INTERNAL REVENUE CODE SECTION 280F TO REFLECT REAL 
W O m D  

For many small businesses, vehicles represent their largest capital outlays. 
Current tax policy encourages capital outlay through accelerated depreciation methods. 
Vehicles are the exception. 

The “luxury” vehicle cost limit has not been adjusted since 1986. Passenger 
vehicles that are used in business must be used more than 50% of the time for business 
purposes in order to use MACRS depreciation. They are further limited as “listed 
property” to reduce the Section 179 expense deduction. Finally, luxury vehicles, those 
with cost in excess of $1 5,000, are additionally limited in their subsequent year MACRS 
deductions under IRC Section 270F(a). 

The Forum commends the efforts of the Treasury and the IRS to look at the IRC 
Section 280F rules on listed property. Trucks and vans should be exempted from the 
listed property rules. These rules were established to thwart the rapid write-off of luxury 
vehicles. It serves no useful purpose to subject trucks and vans used in businesses to 
these restrictive and complex regulations. The exclusion for trucks and vans is based on 
weight rather than usage such that large SUVs escape the Section 280F limitations while 
lighter weight delivery vans do not. We believe that the IRS should: 

1. administratively adjust the luxury cost to reflect current pricing; and 
2. modify the definition of a passenger vehicle to exclude all delivery vehicles 

based on function rather than weight. 

EDUCATION ASSISTANCE (INTERNAL REVENUE CODE SECTION 127) 
EXCLUSION 

In order to survive and flourish in our rapidly evolving economy, continuing 
education is a necessary investment for the small business owner. IRC Section 127 
encourages the development of businesses’ human capital by allowing employers to 
provide employees up to $5,250 per year of educational assistance. The current IRC 
Section 127 limits the amount of educational assistance benefits available to shareholders 
and owners of small businesses and their spouses and dependents. 

To create parity between large and small businesses, the language in IRC Section 
127 limiting benefits to owners and shareholders should be deleted. Availability of this 
educational assistance employer deductiodemployee income exclusion should be widely 
disseminated through print, broadcasting and electronic media. 
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SECURITIES REGULATION RECOMMENDATIONS 

A. NEW RECOMMENDATIONS 

This year’s Forum adopted the following new securities regulation 
recommendations. 

SARBANES-OXLEY ACT OF 2002 

The Sarbanes-Oxley Act of 2002 requires major changes in the corporate 
governance of many U.S. corporations. The Act applies to all public companies without 
regard to size. Several of the changes, if applied blindly to small businesses, would have 
a damaging effect on small businesses generally and on small businesses’ access to the 
capital markets in particular. In order to m h e r  the SEC’s mandate to promote capital 
formation, the SEC should seek a technical corrections bill to recapture the benefits of 
graduated requirements, as reflected in the long tradition of graduated standards 
appropriate for small businesses. 

We also recommend that the SEC use its existing exemptive and other statutory 
authority to delay, or at least to defer or gradually phase in, the effective date of 
Sarbanes-Oxley provisions to not less than one year for “small business issuers,” as 
defined in SEC Regulation S-B. During this deferral or phase-in period, the SEC should 
elicit comments and evaluate the economic and regulatory impact of the Sarbanes-Oxley 
Act on small business issuers and report such findings to Congress. During this time 
period, the SEC could also prepare rules and create and publish guidelines for compliance 
with the Sarbanes-Oxley Act. For the very smallest of SEC registrants (i. e. ,  scnan~’’ cap 
companies with a market capitalization of less than $5 million), the SEC should provide a 
five-year schedule for gradual implementation of the Sarbanes-Oxley requirements. 

There are inherent deterrents in this law to capital formation for small business. 
Many of the rules are arbitrary. For example, CPA partner rotation is no surety of quality 
audits. Small business CPA firms with only one audit partner will be effectively 
eliminated from public sector work, without regard to professional qualifications or 
industry expertise. Furthermore, the traditional client base that prefers the time and 
attention that they receive from these small business accounting firms will have to solicit 
the services of larger CPA firms. Additional costs and less personalized attention will 
result. 

In regard to the prohibition on loans to officers, directors and other insiders, the 
SEC should define such loans to exclude cash advances for the following items: 
incidental expenses, such as travel, moving, and other normal and customary items; the 
payment of insurance premiums; and the cashless exercise of options and warrants. As 
regards the last item, the SEC should provide confirmation that the cashless exercise of 
options does not constitute an illegal loan under the Sarbanes-Oxley Act. 
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The Sarbanes-Oxley Act has changed the definition and duties of “insider” and 
“outsider” for purposes of service on boards of directors. The result is counter to good 
corporate governance. For instance, a venture capitalist may find that his firm controls a 
significant percentage of a company. In such cases the VC would be an “affiliated 
director,” and despite such VC having an interest aligned with common shareholders, the 
financial expertise, and an interest in good governance, the VC would not be able to serve 
on certain key board committees of the company, such as the audit committee. The 
smaller public companies are finding this to be a serious problem, as it makes it difficult 
to recruit qualified unaffiliated directors to these demanding positions. Therefore, we 
recommend that the definition of “affiliated director” be revised to exclude those who 
have significant equity ownership positions in the company but who have no executive 
authority, salary, or bonus compensation paid to such individual, apart from the 
compensation paid to all other directors. 

In an effort to anticipate the requirements of Sarbanes-Oxley, the major stock 
exchanges have attempted to set their own standards for the “independence” of directors. 
The resulting multiple and conflicting standards are counter to the interests of many 
shareholders. We recommend that the SEC clarify the definition of “affiliated director” 
by meeting and coordinating with the exchanges to adopt a single measure or standard of 
director independence. 

SECURITIES ACT OF 1933 

We have observed a lack of consistency in the review of and comments on Form 
SB-2 registration statements from company to company. We recommend that the SEC 
provide additional training and supervision to its staff reviewers to ensure uniform 
application of review standards to small business filings. We also recommend that the 
SEC provide a senior level reviewer to the initial examination of it registration statement 
to identify any substantive issues on the first round of comments. 

Rule 506 of Regulation D 

The restrictions on the use of general solicitations to make offers and sales under 
Rule 506 to accredited investors should be eliminated or loosened. For example, the SEC 
should lift the ban on general solicitations for Rule 506 offerings where there is a pre- 
closing test for “accredited investors,” and the issuer is not a reporting company under 
the 1934 Act. 

The SEC should consider amending Regulation D to permit the use of Rule 134-type 
tombstone announcements in connection with Rule 506 offerings. 
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Integration 

We recommend that the SEC provide additional guidance on the integration rules 
and the meanings of terms used in those rules in light of recent market events, 
particularly regarding public companies conducting private placements. 

State Regulation 

The SEC and NASAA should work together to expand the “intra-state” Rule 147 
offering exemption to encompass a “regional” offering exemption. 

SECURITIES EXCHANGE ACT OF 1934 

Markets 

We believe that “soft dollars” (i.e.? payments by an investment manager for 
research or other fkll-service brokerage services by directing a portion of its commission 
payments rather than through direct cash payments or “hard” dollars) and “payments for 
order flow’’ ( i e .?  payments by a securities dealer to a retail broker to send it orders €or 
execution) represent impairments on the efficiency of the securities markets. For the 
benefit and protection of investors, the SEC should reassess its positions with respect to 
soft dollars and payments for order flow with a view to prohibiting both. 

The SEC should encourage the creation of a second-tier market on national stock 
exchanges to provide an auction market alternative to small capitalization companies. 

The SEC should encourage the establishment of electronic and internet supported 
markets and matching systems to service the small public company market segment 
(nano-cap companies). 

The Bulletin Board Exchange (“BBX”) 

The BBX proposal in its current form would replace the over-the-counter bulletin 
board (“OTCBB”), which is sponsored by the Nasdaq Stock Market, with a new BBX 
Stock Exchange. The proposal should not be cleared by the SEC without m h e r  study of 
the impact that the listing standards adopted by the BBX would have on investor 
protection and other small business regulatory issues. In this regard, the SEC should 
consider the following issues. 

The stock of many companies that currently trade on the OTCBB may become 
forced to trade in the Pink Sheets due to the inability of the issuing companies 
to meet the BBX listing standards. Once in the Pink Sheets, the issuing 
companies may no longer be required to be reporting companies under the 
1934 Act. The more this group of companies that have been removed from 
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the OTCBB and forced into the Pink Sheets decides to drop out of the 1934 
Act reporting system, the greater is the likelihood and potential for micro-cap 
fraud in their securities. 

The higher BBX listing standards will deter many new companies from 
voluntarily registering to become reporting companies under the 1934 Act that 
otherwise would have done so in order to satisfy the qualifications for 
quotation on the OTCBB. The proposal to replace the OTCBB with the BBX 
and the inability of many companies to satisfy the higher BBX listing 
standards will result in such companies simply opting to continue trading in 
the Pink Sheets and to forgo any incentive to become reporting companies 
under the 1934 Act. 

Many companies currently traded on the OTCBB are likely to lose substantial 
market value if forced to trade in the Pink Sheets because of their inability to 
satis@ all of the BBX listing standards. Historically, companies have lost 
significant market value when forced to withdraw from the OTCBB and 
subsequently trade in the Pink Sheets. 

The SEC should prohibit the Nasdaq Stock Market from terminating the OTCBB, 
until such time as the Nasdaq Stock Market, working with the SEC and this Forum, can 
determine a suitable alternative to the OTCBB that would not be harrnfizl to small 
business capital formation. I f  the BBX is adopted, the continued operation of the 
OTCBB will serve to protect investors in companies that would not otherwise qualify for 
the BBX and facilitate capital formation for some small businesses that need to have a 
viable trading market for their securities in order to raise capital successhlly. Further, 
the SEC should assess the impact on small businesses currently traded on the OTCBB of 
any proposed changes in the structure and ownership of the Nasdaq Stock Market arising 
from the NASD’s plans to conduct a public offering of its securities. 

The SEC staff should withdraw the SEC telephone interpretation holding that the 
OTCBB is not an “automated quotation system” for the purpose of eligibility to use Form 
S-3 to register the resale of shares by selling stockholders. 

All companies that are reporting under the 1934 Act, whether they trade on the 
BBX or the OTCBB, should be eligible to use Form S-3 for both primary and secondary 
(resale) offerings of securities. Under the Sarbanes-Oxley Act, these companies must 
certify as to their internal controls and to the disclosure, content and quality of their 
periodic reports. Accordingly, it seems reasonable to permit these companies to use the 
same periodic reports to keep both primary and resale prospectuses effective, unless and 
until the SEC determines upon review that the prospectus does not comply with the 
requirements of the 1933 Act. 

Securities of companies that are listed on the BBX should be exempted from the 
SEC Penny Stock Rules. 
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Regulation of Investor “Finders” 

The SEC should better define the term “broker-dealer’’ by explaining what kind of 
activity does and does not require registration as a broker-dealer. 

The SEC should establish a scheme of broker-dealer regulation for so-called 
“finders,” as set forth in the Mission Statement of the Small Business Forum Ad Hoc 
Group Proposal on Finder Registration and Regulation (included as Tab 14 of this year’s 
Forum materials). The SEC should work with this Ad Hoc Group, NASAA and the 
NASD to achieve the objectives set forth in the Mission Statement and implement the 
recommendations of the report. 

The SEC should consider exercising its rulemaking authority to create a de 
minimis safe harbor exemption from the definition of the term “broker.” For example, a 
person not otherwise engaged in the securities business, but receiving payment, which 
may include a success-based fee, for less than a fixed number of transactions over a given 
period of time should not be considered by the SEC to be in the business of effecting 
transactions in securities for the accounts of others, and consequently should not be 
considered by the SEC to be acting as a “broker.” 

Disclosure Requirements 

The SEC should amend the disclosure requirements of Forms 1 0-KSB and 10- 
QSB to add a table that lists and identifies all Forms 4 filed by insiders during the 
reporting period and all insider shares becoming eligible for public market resale. 

INVESTMENT MANAGEMENT ISSUES 

The SEC should develop a user-friendly handbook on the implementation and 
operation of business development companies (“BDCs”). 

The SEC should designate a member of its staff to help companies through the 
BDC registration process. 

EDGAR 

The SEC should address text filing issues raised by small business filers using the 
“Extensible Business Reporting Language” (“XBRL”) of the SEC’s EDGAR (Electronic 
Data Gathering Analysis and Retrieval) system. XBRL is almost a certainty for the 
future of the EDGAR system. Third party vendors are already responding to investor 
demand and selling some EDGAR filings converted to XBRL. In implementing an 
XBRL filing requirement, it is likely that the cost of compliance will be material to small 
businesses and that failure to make XBRL filings will make it difficult for small 
businesses to attract a secondary market. Given such significant potential consequences 
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to small businesses, and in an effort to define the optimal standards for the SEC’s central 
reporting system, the SEC should study this matter and adopt probable standards and 
implementation timelines for XBRL. 

The EDGAR system should be modified to include a PDF (Portable Document 
Format) option €or filings. 

SEC SMALL BUSINESS ADVOCACY PROGRAM 

The SEC should establish an Office of Small Business Advocacy that cuts across 
internal Division lines. 

The Chairman of the SEC should designate one SEC Commissioner as Small 
Business Liaison Commissioner . 

The SEC should evaluate the SBA’s advocacy program and modify its own SEC 
small business ombudsman program to capture the strengths of the SBA advocacy 
program. 

FUTURE FORUMS 

All future SEC Government-Business Forums on Small Business Capital 
Formation should be held in Washington, D.C. to get maximum participation from the 
SEC staff and the staff of other Federal Government entities. Invitations should go to 
other appropriate agencies to have their staff attend and participate in the Forum. Set a 
fixed date for the Forum every year. 

A panel of attorneys, accountants, business owners and other advisors should 
make a presentation at the 2003 Forum on registration statements filed by small business 
issuers with the Commission and other small business issuer related topics. The 
disclosure and accounting reviewers of small business filings from the Office of Small 
Business Disclosure of the SEC’s Division of Corporation Finance should be invited and 
urged to attend to have the opportunity to meet with small business issuers and their 
advisors. This will provide an opportunity for the small business community to meet with 
the SEC staff who review their filings. 

Next year’s Forum should have an investment management panel that deals with 
small business issues rather than large business issues. In particular, the panel should 
address the availability to community development venture capital f h d s  of exemptive 
orders for closed-end investment companies that raise less than $10 million under the 
provisions of Section 6(d) of the Investment Company Act of 1940, and Rule 6d- 1 
thereunder. 
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A mechanism should be developed to identify the issues to be pursued well in 
advance of the Forum, giving a chance for advance consideration by all participants and 
the chance for academic or other studies to be done and presented at the Forum. For 
example, the issue of an anti-fraud insurance fund could be identified for next year’s 
Forum with the opportunity for academic or other studies to be presented at the Forum on 
this topic. 

Lap top computers and printers should be available to each of the breakout groups 
of the Forum to facilitate the finalizing and compiling of their recommendations to be 
included in the Annual Final Report of the Forum. 

The Executive Committee of the Forum should be restructured or rejuvenated, as 
follows: 

Start from scratch; 
Limit terms to three years with staggered terns; 
Anyone who wants to be on the Executive Committee must volunteer; 
The Executive Committee should be selected fiom such volunteers; 
Consideration should be given to encouraging new members to participate in the 
Executive Committee, particularly from past Forum participants; 
Encourage the Executive Committee to be more pro-active in planning and 
implementing recommendations throughout the entire year; 
A quarterly report should be presented to the members of the Executive 
Committee; 
Consider creating a non-SEC person as Co-Chair of the Executive Committee; 
and 
The Executive Committee should meet as early as possible, certainly well before 
April 2003. 

E-mail addresses of all participants at the F o m  should be made available to all 
participants. 

Set up a “listserv” of e-mail addresses of all the Forum participants to be hosted 
by the CEO Council. 

The Final Report of the SEC Government-Business Forum on Small Business 
Capital Formation, including the Forum’s final recommendations, should be e- 
mailed to all participants as soon as the listserv is established. This Final Report 
of the Forum should be officially posted, as soon as practicable, on the SEC web 
page at: http://www.sec.gov/info/smallbus/sbforum.shtml. 

A small committee of Forum participants should be appointed as “point persons” 
to interface with the SEC staff on a regular basis concerning each 
recommendation of the Forum. These point people should use the listserv to 
communicate regularly with Forurn participants concerning the SEC’s actions 
with respect to each recommendation. 
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All materials for the Forum for 2003 should be sent electronically via e-mail as 
soon as available. The SEC need not wait until all material is available. Rather, 
each handout should be sent as soon as available. There is no need for the large 
book of written material to be passed out at the date of the Forum. 
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B. PRIOR RECUMMENDATIONS RE-ADOPTED 

In addition to the new recommendations discussed above, this year’s 2002 Forum 
participants also re-adopted all of the securities regulation recommendations of last year’s 
20th Annual SEC Government-Business Forum held in September 2001. 

SECURITIES ACT OF 1933 

Offer Regulation 

The regulatory focus for private offerings should be on sales, not offers. In this regard, 
general solicitations should be permitted in private offerings at least where: 

a disclosure docwnent is used or required; and 

0 the sale does not close (or right of rescission exists) for x days after receipt of the 
disclosure docwnent . 

The restrictions on the use of general solicitations to make offers and sales under Rule 
506 to accredited investors should be eliminated. 

Integration 

The SEC should revise the integration provisions of Rule 502(a) by replacing the six- 
month integration test with a two- or three- month test as follows: 

Offers and sales that are made more than two [or three] months before the start of 
a Regulation D offering, or are made more than two [or three] months after the 
completion of a Regulation D offering, will not be considered as part of that 
Regulation D offering, so long as .... 

The SEC should reconsider the integration rules under Rule 502 to eliminate the present 
safe harbor time requirements and apply only the five-part test to subsequent offerings 
when the prior offering has not clearly terminated. 

Existing Registration Exemptions 

The SEC should amend Regulation A to: 

return the review process to regional offices; 

increase the aggregate dollar limit from $5 million to $10 million; 
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for those issuers intending to raise over $5 million, adopt the following financial 
statement requirements to replace current requirements (issuers seeking $5 
million or less would comply with the current financial statement requirements): 

1. historical financial statements must at a minimum be reviewed in 
accordance with SAS 71 and be accompanied by an accountant's review 
report; and 

2. forecasted financial statements, if forecasts are included, must at a 
minimum be compiled by an independent public accountant and must 
support the registrant's sources and uses of funds calculations. 

The SEC should shorten the aggregation periods in rules promulgated under Section 3(b) 
from twelve months to six months, and increase the aggregate dollar mount  to, for 
example, 1.5 times the rule's current dollar limit. 

The SEC should revisit the current dollar ceilings under all Section 3(b) exemptions. 

The SEC should increase the ceiling of Rule 504 to $5 million. 

New Exemption from Registration 

The SEC should exempt all transactions of less than or equal to $2,500 per investor? per 
issuer, provided that the investment is less than or equal to 10% of the investor's net 
worth. 

Disclosure Guidance 

The SEC should create a small business issuer manual similar to the "Accounting 
Manual" prepared by the Division of Corporation Finance. This manual should include a 
list of the most representative comments issued by the Division of Corporation Finance, 
including comments issued with respect to certain line item requirements, as well as 
general disclosure issues. 

The SEC should create a task force to design a prospectus with a view towards increasing 
the readability of the document. The following are suggestions: 

improve the design of the prospectus to appeal to the reader; 

make the prospectus look more like an annual report or a magazine; and 

encourage, for example, greater use of graphics, color, different type fonts, white 
space and greater freedom to place disclosure sections at different locations in the 
prospectus. 
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There is a great deal of uncertainty regarding how issuers can conduct concurrent private 
and public offerings, including private equity lines and PIPES. The F o m  recommends 
that the SEC develop guidance with regard to the following matters: 

the requirements to structure a valid Section 4(2) exempt transaction; 

the definition of "at market risk"; and 

an analysis of what constitutes a general solicitation, if the requirement is not 
eliminated, as suggested above. 

State Regulation 

The SEC should create ongoing dialogue with the states to facilitate use of the Regulation 
A exemption at the state level. 

In an effort to eliminate the duplication of the state and federal disclosure review 
processes, each state should adopt a rule to provide that if an offering receives a fidl 
disclosure review by the SEC, the state will not raise disclosure comments for that 
offering. 

SECURITIES EXCHANGE ACT OF 1934 

Regulation of Finders 

The SEC should work on forming a self-regulatory organization for capital finders, such 
as the National Association of Capital Finders (NACF). 

The NACF would administer the licensing of capital finders and then "police" 
their activities. Capital finders would be required to take an exam that covers: 

1. capital structure and formation; and 

2. knowledge of the securities laws as they pertain to disclosure and fraud. 

The SEC should work on standard conduct provisions, such as: 

1 .  finders may not handle funds; 

2. finders may not negotiate; however, they may present investment terms set 
by the issuer; 

3. finders may charge success fees; and 
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4. there must be available a private placement memorandum with at least the 
following information: 

a. material terms of the transaction, such as the amount being 
raised, the type of security ( i e . ,  common, preferred, etc.) and the 
percentage of the issuer's securities being offered to investors; 

b. description of the issuer's business; 

c. use of proceeds; 

d. risk factors; 

e. capitalization table; and 

f. description of management. 

Application of Broker-Dealer Requirements 

A person, who in exchange for a fixed fee, provides a list of investors who have stated in 
writing that they are accredited investors, should be exempt from the broker-dealer 
requirements 

The SEC should create a de minimis exception to the definition of a broker-dealer, along 
the lines as provided in some states, such as Illinois, to facilitate casual finder activity. 

The SEC should create a limited broker-dealer licensing category for financial 
intermediaries who are not registered through a broker-dealer firm within the following 
parameters: 

NASD membership required; 

abbreviated application form; 

lower fees for application and renewal; 

appropriate testing requirements; 

applicants must certify that there are no "bad boy" disqualifications; 

annual renewal of registration; 

no custody of client funds or securities permitted; 

no minimum net capital requirements; 
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appropriate bonding requirements; 

explicit recognition that these persons may accept transaction-based 
remuneration; 

no discretionary authority permitted; 

record-keeping appropriate to the business; and 

applicable sales practice rules. 

The states should exempt fiom the definition of "agent" those sales representatives that 
do not receive compensation for selling securities. This amendment could be addressed in 
the Uniform Securities Act, so that officers, directors and employees of companies, so 
long as they do not receive sales compensation, would not be considered as "agents." 

Rule 15~2-11 

The SEC should develop an exemption fiom Rule 15c2- 1 1 ,  if the issuer: 

has at least one class of securities registered under Section 12(g); 

is current in its filings; and 

is not subject to any disqualifying provisions under Rule 262 of Regulation A. 

The SEC should propose to the NASD that it revise its Form 21 1 application process to 
permit issuers to file and participate in the defense of such applications. 

INVESTMENT COMPANY ACT OF 1940 

Relief from 1940 Act Regulation 

The SEC should develop an Enterprise Zone Business Development Corporation concept 
susceptible to special treatment under the 1940 Act. 

The SEC should create an exemption under the 1940 Act for Small Business Investment 
Companies licensed by the U. S. Small Business Administration. 

The SEC and the SBA should conduct a joint study to determine if the 1940 Act 
regulation of small business investment companies licensed with and regulated by the 
SBA is necessary for the protection of investors. 
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The SEC should expand the definition of "qualified purchaser" under the 1940 Act to 
include "accredited investor" as defined in Rule 50 1 (a) of Regulation D under the 1933 
Act. 

The purpose of this revision is to expand the pool of potential investors for private 
fimds. The goal is to determine a way to encourage (or require) the top tier 
venture capital arrangement firms (those operating investment companies under 
Section 3(c)(l) or 3(c)(7) of the 1940 Act) to manage capital fi-om retail non- 
accredited investors side-by-side on a mirror basis with existing pools of capital. 

The SEC should provide regulatory relief from the 1940 Act by permitting an investment 
company, managed by a venture capital fimd manager with more than $500 million from 
institutional clients, to be exempt from the 1940 Act and to report as an operating 
company under the 1934 Act. 

Congress should provide tax incentives to fund managers to encourage them to manage 
both institutional capital and small investor capital at the same time and on the same 
terms. 

Miscellaneous 

The SEC Office of Small Business Policy should coordinate with the National 
Conference of Commissioners on Uniform State Laws in its efforts to rewrite the 
Uniform Securities Act. 

The SEC should expand the focus of the Office of Small Business Policy to include 
representatives of the Divisions of Enforcement, Investment Management and Market 
Regulation, andor create a task force to explore the possibility of creating a new Division 
of Small Business at the SEC. 
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